











    Two essays of my dissertation are dealing with the role of internal capital 
market efficiency, in particular focusing on its benefits from eliminating earnings 
management and increasing patent investments. The first essay investigates 
whether internal capital market efficiency affects earnings management of 
diversified firms. We argue that top managers in diversified firms with efficiency 
internal capital market efficiency have less need for external financing and 
earnings management, because efficient internal capital market can against 
external capital market inefficiency and increase firm performance. By examining 
U.S. listing diversified firms over 1997-2009, we find that diversified firms with 
efficient internal capital market have low earnings management. We contribute 
literatures on following aspects. First, previous literatures only document that 
earnings management reduces investment efficiency. However, we concern that 
investment efficiency will affect earnings quality as well. Our arguments and 
findings indicate that when internal capital market efficiency of diversified firms 
will reduce the need of earnings management. Second, this paper tries to contribute 
literatures on the incentives of earnings management. Third, this paper tries to 
demonstrate that if internal capital market efficiency allows top managers efficient 
allocate resource to profitable segments, diversification will not be a 
value-decreasing strategy. 
    The second essay examines how internal capital market efficiency affects 
patent investment strategies and its economic consequences. Since patent 
investments have lake of trading market and high uncertainty of future cash flow, 
firms have difficulty to finance these patent investments from external capital 
market. One of advantage of diversification is to have internal capital market to 
against external financing constraint. We find that diversified firms will invest 
more patenting activities when they have more internal capital market efficiency. 
Furthermore, different patenting investment strategies need different ways of 
financing resources. We argue that in-house patenting activities can help 
diversified firms to take competitive advantage but also need to be consistently 
invested to avoid adjustment cost. Internal capital market efficiency helps top 
managers of diversified firms to allocate resources to consistently invest in-house 
patenting activities. Our findings support this argument. Since diversified firms 
with in-house patenting activities will have high idiosyncratic risk and low 
systematic risk, diversified firms with more in-house patenting activities will have 
higher market value. We find that the synergy of internal capital market efficiency 
and in-house patenting activities will positively affect the value of diversified firms. 
This paper contributes the literatures by filling the gap on understanding how 
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